Abstract. In this paper, we present a new form of arbitration called the Final Offer Arbitration (FOA), which is insufficiently known to the domestic public. It is a form of arbitration that was initially used in American practice for solving labor disputes in the field of sport and the public sector. Since its inception, it has attracted the attention of scholars and researchers who have started to examine its efficiency in relation to the traditional form of arbitration. In this context, we first present current theoretical and empirical knowledge about the advantages of the traditional arbitration over litigation. Then, we focus on the comparative advantages of the final offer arbitration in relation to the traditional arbitration, primarily in terms of its efficiency. An issue of particular interest is which of these two models of arbitration, the traditional or the innovative one, provides stronger incentives to the disputing parties to enter the process of negotiation and final settlement.
INTRODUCTION
The Final Offer Arbitration (FOA) is an innovative model of arbitration which originated in America and is insufficiently known in Serbia. In recent decades, a very developed market of alternative dispute resolution methods (ADR) in the United States has fostered numerous institutional innovations, primarily aimed at meeting the needs of economic entities for a faster, cheaper and more convenient way of resolving disputes. Thus, for example, it has fostered the development of the Private Judging, the Mini-Trial, the MedArb, the Summary Jury Trial, the Fact Finding, and others. In addition, this market has "engendered" the FOA since the traditional arbitration (TA), which has already proved its efficiency as compared to litigation, exhibited certain flaws.
Starting from the well-known advantages of arbitration over litigation, in this paper we want to elaborate on the development of this legal institute and its institutional transformation into an innovative form: the Final Offer Arbitration (FOA). The need to provide a comprehensive analysis of this innovative legal institute is further justified by the fact that our legal scholars and practitioners, as well as the general public, are insufficiently aware of the FOA advantages.
THE ADVANTAGES OF ARBITRATION OVER LITIGATION
Traditional arbitration (TA) has numerous advantages over litigation as a regular method of dispute resolution. First of all, the TA is based on the principle of voluntariness, when the parties select an arbitrator (or arbitrators), either in advance (ex ante) or after the dispute has arisen (ex post), to assist them in the dispute resolution, whereby the arbitrator's decision should substitute for the judicial decision. However, there are situations when arbitration is compulsory; for example, in the American legal system, it is required for the settlement of labor disputes in the public sector. Also, in our legal system, 1 the parties (employer, union or employee representative) are obliged to peacefully settle a collective dispute 2 concerning a subject matter of public interest. In theory (Benson, 2000: 162) , it is pointed out that the arbitrator, being an expert in a particular field (unlike a judge), makes decisions on the basis of a smaller amount of information received from the parties, which implies that the arbitration proceeding entails lower transaction (information) costs as compared to litigation. The arbitrator's expertise is a reason why Benson believes that there is a lower probability of making mistakes in rendering an arbitral decision as compared to litigation. In this connection, Mnookin (Mnookin, 1998) points to the greater predictability of arbitral decision in relation to the judicial one. Such predictable and reliable decision generates lower transaction costs of the arbitration proceeding. In addition, the predictability of the arbitral decision increases the likelihood of concluding an agreement between the parties before the arbitration proceeding has already started.
Relevant literature (Cole, Blankey, 2005: 319) points out that the arbitration proceeding is faster (and cheaper) as compared to court proceedings. This advantage of arbitration stems from the fact that the arbitral decision, unlike a judicial one, in principle, cannot be appealed, i.e. that arbitration is a single-stage proceeding. Also, the delivery system is more efficient in arbitration than in litigation, for which reason the former gains a competitive advantage over the latter.
Some theorists (Ashenfelter, 1987: 342-343) underscore that the arbitration creates incentives for the competitive behavior of arbitrators, which ultimately results in the adoption of impartial and professional decisions. Namely, given that the arbitrators are selected by the disputing parties, arbitrators are encouraged to develop expertise and bring more qualified decisions in relation to those rendered in the past. In other words, the arbitrators are incentivized to bring professional and impartial decisions in order to increase the likelihood of future re-appointment. This fact is one of the reasons for favoring arbitration over litigation, where there is no competition between the judges to make decisions (on the basis of their expert knowledge) that can improve the previous ones. 2 It is a collective dispute concerning: conclusion, amending and supplementing, or application of a collective agreement; exercising the right to join a trade union; and exercising the right to strike. See: Art. 2. par. 1 items 1, 3 and 4 of the Act on the Peaceful Settlement of Labor Disputes. 3 The arbitrators who take extreme positions in relation to their colleagues take a risk that one or both parties will not choose them in the future. Therefore, a successful arbitrator's strategy is the one that does not stand out too much from Legal theorists (Knežević, Pavić, 2009: 20) emphasize some other advantages of arbitration over litigation. First of all, the confidentiality of arbitration has been reflected in the private character of the proceeding, which indicates to the similarity with the mediation process. Another common feature of arbitration and mediation is that the facts stated in these proceedings may not be used as evidence in a regular judicial proceeding. Also, unlike litigation, arbitration is a flexible procedure for resolving disputes. Yet, if the parties have not determined the procedural framework of arbitration, it will be done by the arbitrator (or arbitrators).
Then, there are authors (Charny, 1990) who favor arbitration over litigation because, among other things, the enforcement of arbitral decisions is guaranteed not only by formal but also by informal sanctions (for example, the reputation of companies), which is particularly evident in the long-term business relationships. According to Charny, arbitration is based on the private incentives system that is significantly more efficient than the public incentives system, which litigation rests on.
Finally, there is a lower level of antagonistic relationship between the parties in arbitration as compared to litigation. This feature makes arbitration a convenient method of resolving disputes, especially between the parties that are already involved in long-term business relationship and want to maintain and further develop their relations (Benson, 2000: 164) . Inter alia, due to these prominent characteristics, arbitration has gained wider use in the business practice, especially in the international environment, and has increasingly prevailed over litigation. Thus, we can now talk about creating a different system of (private) law in which arbitration has a special role as the main method of dispute resolution (Wooldridge, 1970: 101 ).
Yet, despite the fact that arbitration (particularly international arbitration) has been perceived by business entities as a cheaper, faster, more flexible and more confidential method of dispute resolution as compared to litigation, some theoreticians (Lookofsky, Hertz 2004: 756) indicate that this private method generates significant costs (for instance, the arbitrators' fees), that it is not always carried out rapidly, and that the arbitral decisions are not completely isolated from the public eye, which calls into question the principle of absolute confidentiality of the arbitration proceeding.
Therefore, the question is whether and how the other forms of arbitration can overcome certain disadvantages of the traditional arbitration. Further on, from the standpoint of economic analysis of law, we will focus on the innovative model of arbitration: the Final Offer Arbitration (FOA).
FINAL OFFER ARBITRATION VS. TRADITIONAL ARBITRATION
In the traditional model of arbitration, the arbitrator may encounter a peculiar situation where he/she is unable to make a decision which would satisfy the needs of both disputing parties.This occurs when the parties take the extreme positions, and none of them wants to give in. It happened in practice that the arbitrator had to mechanically resort to "splitting the difference" between the extreme demands (i.e. he/she had to mechanically search for a compromise), the ultimate result of which was dissatisfaction of the disputing parties.
For this reason, among other things, the ADR market in America gave birth to an institutional innovation embodied in the Final Offer Arbitration. This model of arbitration was initially used for resolving disputes over the salary of athletes (baseball players), as well as for resolving labor disputes in the public sector (Nolan-Haley, 1991: 130-131).
Within this innovative model of arbitration, the disputing parties give a "final offer" to the arbitrator, from which he/she can choose only one. The benefits of this method are two-fold. First of all, it facilitates the process of rendering the arbitral award as it actually relieves the arbitrator of personal responsibility of making a decision that would be acceptable to both disputing parties. Second, each party is encouraged to make a reasonable offer, in order to reduce the risk of having the other party's offer accepted and increase the likelihood of having its own offer accepted. For example, in an employer-employee dispute on the amount of wages, an unreasonable offer could be the employees' demand for a disproportionately high increase in wages. Considering that unreasonable offers are quite common in the traditional model of arbitration, the innovative model of arbitration (FOA) proves to be more than efficient.
In this regard, the following question arises: why is there a higher frequency of unreasonable offers in the traditional arbitration as compared to the FOA? The answer to this question lies in the incentives which the parties (as rational persons) are exposed to within these two models. Namely, in the traditional model of arbitration, the parties encounter weaker incentives to negotiate and conclude agreement. This is due to the fact that the presence of the arbitrator in this model creates the parties' expectations that he/she should settle their dispute. In economic theory, this phenomenon of reducing personal responsibility and personal engagement is referred to as a moral hazard. Anticipating that a third party (the arbitrator) will resolve their dispute anyway, the parties start acting strategically, which means that they take extreme positions by making unreasonably high offers (demands). Therefore, the arbitrator may be in an extremely delicate situation, in which case he/she usually resorts to "splitting the difference", i.e. mechanically seeking for a compromise. Because of this flaw of the traditional arbitration, it would be preferable if the parties tried to solve the dispute without the presence of a third person, thus avoiding this adverse outcome of their strategic behavior. But, in the TA model, it is highly unlikely to happen.
On the other hand, the FOA creates different incentives prompting the parties' behavior towards negotiation. Specifically, within this model, knowing that the arbitrator will have to choose one of the offers, each party assumes that the other will make a reasonable offer, which increases the likelihood of having such an offer accepted by the arbitrator. Considering such an outcome of the arbitration process (i.e. accepting one of the reasonable offers), the parties will be induced to negotiate and attempt to resolve the dispute before the arbitration proceeding actually starts. Thus, the FOA increases the likelihood of concluding an agreement by direct negotiations between the parties.
Therefore, in the traditional model of arbitration, the parties are the parties tend to take extreme positions and the arbitrators have the ultimate responsibility for the outcome of the dispute. On the other hand, in the innovative FOA model, the parties are stimulated to resolve the dispute by direct negotiations before the initiation of the arbitration process. However, in theory, there is some disagreement about the advantages of the FOA over the TA, which will be discussed further on in this paper.
EFFICIENCY OF DIFFERENT MODELS OF ARBITRATION:
DIFFERENT VIEWS
There are authors, such as Stevens (Stevens, 1966: 45-47) , who favor the FOA over the TA because the former creates stronger incentives for settling a dispute. Otherwise, this author distinguishes two types of this innovative model of arbitration, and a key difference is that the second type includes a fair hearing by the arbitrator. Also, the second type has a different composition, since it is composed of the parties' representatives and the neutral members who who are in the minority (the so-called tripartite arbitration). Since the neutral members can control the outcome of the arbitration, they have a special role. This control stems from their right to vote for one or other party, which may affect the parties to bring their offers closer together and come to a mutually acceptable solution. It is obvious that these neutral members actually act as mediators; so, this form of the final offer arbitration has the characteristics of arbitration and mediation.
On the other hand, Crawford (Crawford, 1979 ) developed a model of arbitration and negotiation which includes a significant innovation: the arbitrator's preferences in terms of a final solution of the dispute. Starting from the assumption that the parties know the arbitrator's preferences in terms of the final solution, they will not independently conclude an agreement that would be much different from the previous one. Consequently, the result of the game would be the same, regardless of whether it comes to the (traditional) arbitration or direct negotiation.
Yet, when it comes to the FOA, given the possibility of choice, the arbitrator's behavior is changing, because he/she can always choose the offer that is most similar to the preferring decision. On the other hand, knowing the arbitrator's preferences, the parties are induced to give offers that are consistent with these preferences, thus increasing the likelihood of having them accepted. It follows that the final solution will be the result of the arbitrator's preferences rather than the parties' preferences. If that is so, the parties could settle before the initiation of the arbitration proceeding.
Thus, according to Crawford, the traditional as well as the innovative model of arbitration creates identical incentives towards negotiating, under the previously mentioned basic assumption. In other words, the parties are encouraged to conclude an agreement before the initiation of the proceeding in the both models. For this reason, and given that the FOA would impose (unnecessary) costs 4 on the parties, the author concludes that this innovative model would not be used at all. It follows that the FOA has no advantage over traditional arbitration, which is an opinion that is contrary to the Stevens' one.
In a further criticism of the innovative model of arbitration, Crawford highlights that it can create a so-called prisoner's dilemma, i.e. an uncooperative game solution (Crawford, 1979: 152) . In other words, guided by their self-interest, the parties can make offers that would lead to a suboptimal solution in relation to the solution that would be achieved by their cooperation and mutual communication. Relying on this criticism, among other things, Crawford proposed the thesis that the innovative model of arbitration does not increase the likelihood of concluding the agreement.
Furthermore, this author has rightly pointed out (Crawford, 1979: 143-150, 152 ) that the FOA generates costs, just like the TA. Namely, if negotiations encouraged by this form of arbitration fail, the parties will consume unnecessary costs. Also, in the event of a dispute over a large number of issues, Crawford has well noted that the parties could propose in their final offers a large number of inefficient solutions. Considering that the arbitrator is bound to select one of the offers, the inefficient outcome would be inevitable. This result could be avoided if the parties resorted to the traditional arbitration, where the arbitrator is not bound by any of the parties' offers but has a complete discretion in decision making. Finally, in addition to the traditional arbitration, Crawford supports the introduction of the multiple final offer arbitration, that is, arbitration in which the parties have an opportunity to send a large number of offers.
Crawford's model has also been subject to criticism. Some authors (Ashenfelter, Bloom, 1984: 112) consider that, in his model, Crawford ignores the impact of the costs of arbitration on the parties' behavior. Namely, in order to avoid the arbitration costs, the parties may simply agree and achieve the same outcome as in the arbitrator's decision. It follows that in this model a key determinant of the parties' behavior is arbitration rather than negotiation. Hence, these authors call into question Crawford's conclusion and state that the presence of arbitration in the model is very important because of the incentives that it creates.
Another critical remark on Crawford's model is aimed at his basic assumption that the parties know the arbitrator's preferences. This is a rather unrealistic assumption. There are authors (Farber, Katz, 1979: 55-63 ) who start from a more realistic assumption that the parties are not sure what the arbitrator's preferences are. Due to the lack of knowledge, the parties develop certain expectations about what the arbitrator's decision will be on the basis of selfpreferring risk. Therefore, if the parties have divergent expectations of what the arbitrator's decision will be, the possibility of reaching an agreement in direct negotiations will decrease. Also, if one party is inclined to risk, the likelihood of going to arbitration will increase. Accordingly, these variables (the parties' divergent expectations about the outcome of the arbitration and their propensity or aversion to risk) have an affect on the choice between arbitration (the traditional and the final offer arbitration) and negotiation.
One of the critical remarks aimed at the FOA is that it allows for favoring one party in the dispute. In this regard, in one study (Ashenfelter, Bloom, 1983 : 534-539), the researchers tested the hypothesis that the arbitrators, for the reasons of bias, accept to a greater extent the offers of labour unions in relation to the offers of employers. The research showed that the arbitrators accepted the labour unions' offers to a greater extent because these offers were considerably more conservative in relation to the central tendency of the preferred arbitrators' decisions. The conservatism of these offers derives from the conservative views of unions in terms of what the arbitrators would accept, or from a greater fear of taking a risk that their offers would be rejected by the arbitrators. So, the arbitrators did not treat employers' offers differently from the the unions' ones; they simply accepted the labour unions' offers to a greater extent considering that the frequency of the unions' conservative offers was considerably higher than the frequency of the employers' "generous" offers. It follows that the credibility of this arbitration model cannot be called into question; similarly, the lightly addressed criticism that the FOA allows for favoring one party has no justification.
Furthermore, in literature (Benson, 2000: 180) , there is an argument that the FOA is riskier for the parties than the TA. Namely, if the parties do not reach an agreement in the negotiations, they will bear significant costs; therefore, the FOA would be much risker for them as it provides incentives to the parties to negotiate. In other words, the parties would be at risk of failing to resolve the dispute, and would thus bear unnecessary negotiation costs within this innovative model. Also, in the FOA, the expected arbitration decision is expressed by the probability weighted as an average of two points (the two offers), while in the TA, it is expressed by the probability weighted as an average of distribution of a large number of potential decisions. In that sense, the FOA is riskier for the parties than the TA.
However, some authors (Farber, Bazerman, 1989 : 99-120) did not accept this stance and proved in their research that the FOA actually reduces the risk for the parties, but also that there is a larger space for concluding agreement (i.e. more alternatives) in case of the TA. Accordingly, if the larger space meant a greater likelihood of concluding a settlement agreement, negotiations would be more frequent in the case of the TA. Such interpretation of the research results would lead to the conclusion that is diametrically opposite to the prominent one that the FOA provides stronger incentives for negotiations. However, this kind of interpretation was justifiably criticized; Benson noted that that a larger space for the conclusion of agreement does not necessarily increase the probability of concluding it (Benson, 2000: 180-181 ). The argument is based on the existence of transaction costs of negotiations as well as the uncertainty about the outcome of negotiations, in a situation where there is a larger space (more alternatives) for making an agreement. This calls into question the very interpretation of research results that the TA provides stronger incentives for negotiations and concluding agreements. Therefore, the more credible argument seems to be the one that the FOA more frequently encourages the conclusion of agreements.
This thesis may be confirmed by the findings in the aforementioned study (Farber, Bazerman, 1989) , which also demonstrated that the latest offers addressed to the arbitrator (based on the expected utility maximization) are closer to each other in the case of the FOA than in the case of the TA. If the offers are closer to each other, it is more likely that the parties will conclude an agreement and reduce the costs of arbitration.
However, relatively recent research (Burgess, Marburger, 1993: 548-559 ) suggests the opposite finding: that the FOA actually generates increased costs, which which ultimately makes it a less appealing option. More specifically, the research shows that the arbitrators' decisions significantly deviate from the (comparatively studied) agreements concluded in the disputes over salary of baseball players in America. The fact that the arbitrators' decisions differ from the parties' agreements concluded in direct negotiations indicates their "low quality" and reduces the attractiveness of the FOA.
All in all, it is hard to make a general conclusion on the FOA superiority over the TA because studies indicate otherwise, at least when it comes to the disputes in some areas (such as sports). In addition, another research (Farber, Bazerman, 1986: 819-844) suggests that, systematically speaking, the arbitrator's behavior (in terms of decision-making) does not differ within the two models of arbitration (traditional or innovative). This finding, as well as a number of other studies (Farber, 1981; Bloom, 1986) , disproves the thesis that the arbitrator mechanically pursues a compromise between the parties within the TA framework. Broadly speaking, it suggests that the distinction between the TA and the FOA may not be as substantial as it is assumed, at least when it comes to rendering arbitral decisions.
But, can this conclusion equally apply when it comes to the impact of the TA on the frequency of concluding settlement agreements? This issue will be addressed further on, with specific reference to the empirical research on this topic. It is said that the TA reduces the incentives to negotiate and conclude an agreement. This incentives reduction is known as "the chilling effect" because the traditional model of arbitration "cools down " the incentives of the parties to negotiate. Researchers have questioned why this "chilling" effect occurs and some of the answers to this question are presented below.
One of the most representative studies (Currie, 1989) indicates that the parties, in the presence of a third party (the arbitrator), demonstrate a high degree of confidence in the resolution of the dispute as compared to the direct negotiations. The parties prefer entrusting the resolution of the dispute to the arbitrator than attempting independently to find a solution, because he/she provides safety to them. The author of this research coined the term "narcotic effect" for this phenomenon. Namely, the negotiators who hired an arbitrator in the former stage of negotiations demonstrated at least 10% more interest in using arbitration in the current stage of negotiations as compared to those negotiators who have not previously met the arbitrator. This suggests that the parties who have already met the arbitrator apparently demonstrate the need to use his/her services in the future disputes (the narcotic effect). The parties simply realize that the benefits of arbitration are greater than they previously believed; thus, if the costs of negotiations are substantial, they are more likely to opt for for arbitration.
Despite the fact that the existence of this effect has been proven, there was no explanation for its existence. The aforementioned study showed that the total number of arbitrations in the previous years 5 had a more negative than a positive impact on the likelihood that the negotiators will use arbitration. Also, the research demonstrated that the standard factors (such as: risk aversion; the parties' divergent expectations regarding the arbitral decision; different degree of uncertainty in connection with the arbitration decision, etc.) cannot explain this effect since these factors have an insignificant impact on the probability of using arbitration.
However, despite the lack of established factors, the existence of this effect has been confirmed, which is important for explaining the lower level of opting for negotiations as compared to arbitration. In this regard, one of the (alternative) explanations (Bloom, 1981) is that arbitration is a less expensive option. This means that the parties perceive the (mandatory) arbitration as less costly in comparison to (direct) negotiations, for the purpose of securing the fulfillment of contract terms which have given rise to the dispute. This explanation looks at the relation between arbitration and negotiations from a purely economic perspective; thus, we may agree with this explanation if it is trustworthy.
Finally, we underscore the aforementioned research results (Farber, Bazerman, 1989 ) which examined the frequency of negotiations assuming the existence of two models of arbitration (the traditional and the innovative one). This research has shown that the FOA increases the likelihood of negotiating and concluding an agreement because it induces the parties to bring their offers closer together. The result of this research (as well as intuitive thinking) indicates that the FOA provides incentives to the parties to directly negotiate and conclude a settlement agreement.
INSTEAD OF CONCLUSION
Therefore, can we consider the Final Offer Arbitration (FOA) as the preferred institutional arrangement, provided that it stimulates the parties to negotiate? The economic criterion is the only reliable criterion for assessing the preferability of one or another institutional arrangement. In other words, relying on the assessment of the level of transaction costs of negotiations and arbitration, we can give a critical opinion on the advantages/disadvantages of one or the other arrangement on the merits of each particular case. When it comes to arbitration, the transaction costs greatly depend on the behavior of the arbitrator. As already noted, a series of referential studies demonstrate that the arbitrator's behavior does not reflect the characteristics which he/she is commonly expected to have. This primarily pertains to the standard argument that the arbitrator mechanically resorts to seeking the middle grounds between the extreme parties' offers within the traditional model of arbitration (TA). Yet, it has proven not to be true in many cases. Also, in terms of rendering arbitral decisions, there is no significant difference in the arbitrator's behavior in the TA and in the FOA. Of course, the innovative model of arbitration (FOA) has demonstrated certain advantages, which have been confirmed by its common application in some areas (such as sports).
Thus, it appears that there are no significant differences between the TA and the FOA, but this fact does not justify the view that this innovation in the ADR market is unnecessary. The higher supply of dispute resolution methods of any kind may be highly beneficial for the (potential) parties. Arbitration has proven to be a more efficient legal institute than litigation, which has been corroborated inter alia by its widespread application in resolving labour and commercial disputes. Therefore, the beneficial effects of instituting another form of arbitration (the FOA) are indisputable.
